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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editor of the Students’ Department.]
Examination in Accounting Theory and Practice—Part II
May 15, 1931, 1:30 P. M. to 6:30 P. M.
The candidate must answer all the following questions:
No. 3 (20 points):
From the items following, prepare a detailed statement of the condition of the 
X Bank and Trust Company as at the close of business on December 31, 1930.
The balance applicable to undivided-profits account must be determined by 
the candidate.
Acceptances anticipated....................................................................... $ 45,000
Acceptances outstanding...................................................................... 425,000
Bank premises........................................................................................ 1,250,000
Bonds—other than U. S. government............................................... 2,750,000
Capital stock.......................................................................................... 3,000,000
Cash on hand......................................................................................... 600,000





Customers’ liability for acceptances executed.................................. 425,000
Demand collateral loans....................................................................... 2,375,000
Discounts................................................................................................ 4,500,000
Dividend payable January 1, 1931.................................................... 30,000
Due from Federal Reserve bank......................................................... 1,000,000
Due from sundry banks....................................................................... 350,000
Due to banks......................................................................................... 585,000
Exchanges for clearing house.............................................................. 200,000
Federal Reserve bank stock (50% of subscription)........................ 100,000
Furniture and fixtures.......................................................................... 100,000
Interest receivable accrued.................................................................. 5,000
Letters of credit—customers’ liability............................................... 50,000
Letters of credit executed for customers........................................... 50,000
Miscellaneous real estate..................................................................... 75,000




Reserve for contingencies..................................................................... 225,000
Reserve for interest, taxes and other expenses................................ 60,000
Savings deposits.................................................................................... 8,750,000
Securities borrowed............................................................................... 250,000
Stock—other than Federal Reserve bank stock.............................. 175,000
Surplus.................................................................................................... 1,500,000
Time collateral loans............................................................................ 3,025,000
Undivided profits (?)............................................................................
Unearned discount................................................................................ 40,000
United States government bonds....................................................... 1,250,000
United States government bonds pledged........................................ 250,000
United States Postal Savings deposits.............................................. 115,000
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No. 4 (10 points):
A block of real estate, owned by one of your clients, is assessed for local 
taxation at $200,000. The rate of taxation is $30 per thousand and the net 
income for the year 1930, after deduction for local taxes but before provision 
for federal income tax, is $10,000, or 5 per cent. of the assessed value.
Upon appeal, the assessors agree to reduce the assessment in order that the 
net income for 1930 (before provision for federal income tax), shall be 7 per 
cent. of the reduced assessed value.
Accordingly, you are requested, on behalf of your client, to compute the 
amount of such reduced assessed value as shall leave a return of 7 per cent. 
thereon.
Note.—This problem can readily be solved without recourse to algebraical methods.
Solution:
Amount Rate
The problem states that the local tax rate is $30 per 
thousand of assessed valuation ($200,000) or........................ $ 6,000 3%
and that the profits, after local taxes, but before provision 
for federal income tax are.......................................................... 10,000 5%
or, total profits before local taxes of........................................ $ 16,000
which is......................................................................................... 8%
of the assessed valuation of $200,000.
The assessors agreed to reduce the assessed value for 1930, 
to an amount which would result in a net income of...........  7 %
of the new assessed value. The assessment for local taxes
would bear the same rate ($30 per thousand)........................ 3%
or a total of net income and local taxes of............................. 10%
of the new assessed value.
As the amount of such income before local taxes was shown 
to be............................................................................................... $ 16,000
or 10% of the new assessed value, such value must be 
$16,000÷10% or......................................................................... $160,000
Proof 
New assessed value..................................................................... $160,000
Local taxes, 3% of $160,000...................................................... $ 4,800
Income after local taxes, 7% of $160,000............................... 11,200
Total profits, before local taxes................................................ $ 16,000
Examination in Auditing
May 14, 1931, 9:00 A. M. to 12:30 P. M.
Answer all of the following questions:
No. 1 (10 points):
Name and describe the principal groups in which the financial transactions 
of a municipality should be summarized in its annual statement.
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Solution:
The names and descriptions of the principal groups in which the financial 
transactions of a municipality should be summarized in its annual statement 
follow:
1. General accounts, or General fund: This group includes those accounts 
having to do with the ordinary operations of the municipality, such as 
the raising of revenue from such sources as certain taxes, licences, fines, 
fees, etc., and the expending of these revenues in the carrying on of 
its activities.
2. Capital fund: This group includes the accounts arising from financing by 
long term loans, such as fixed property, construction, other capital 
expenditures, bonds, specific tax levies, etc.
3. Special assessment fund: This group includes the accounts arising from 
financing by means of special assessments, such as construction of side­
walks, sewers, paving, special assessment bonds, loans from sinking 
fund, etc.
4. Sinking fund: This group includes those accounts having to do with the 
collection and deposit of cash for the purpose of retirement of non­
serial bonds.
5. Trust funds: This group includes those accounts having to do with the 
trust relationships of the municipality.
No. 2 (10 points):
In listing the balances from creditors’ ledger (assumed to be in agreement 
with controlling account) you find several debit balances. State
(a) three causes which may account for these balances;
(b) how you would treat cases arising from each cause.
Solution:
Three causes which may account for debit balances in the creditors’ ledger are: 
1. Payment of an invoice which had not been recorded.
2. Debit memorandum for merchandise returned and/or for an allowance 
posted after payment of the gross amount of the invoice had been made.
3. Advance made to a supplier.
These cases should be treated as follows:
1. The voucher for which payment had been made should be examined to 
ascertain whether the cash payment had been posted to the correct 
account. If found to be correct, the reason for not posting the invoice 
to the credit of the account should be determined. If the merchandise 
had been received and inventoried, an adjustment should be made to 
take up the liability by a debit to inventory account. If the merchan­
dise had been received subsequent to the balance-sheet date, the over­
payment should be shown in the balance-sheet as miscellaneous 
accounts receivable.
2. If upon investigation it is found that the debit memorandum had been 
posted to the correct account, the overpayment should be shown as a 
miscellaneous accounts receivable.
3. The reason for the advance to the supplier should be determined. If 
against merchandise purchased, the amount should be transferred to an 
account called “advances on purchase commitments.” If the 
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advance represents a loan to the supplier for purposes of aiding him to 
finance his operations, the amount should be shown as a loan. If the 
payment is made against goods received on consignment the accountant 
should adjust the accounts by transferring the amount to the con­
signment account, and checking the inventory to ascertain whether 
these goods were included therein.
No. 3 (10 points):
(a) When a company carries its own fire insurance should a reserve therefor 
be provided by a periodic charge to insurance expense, or by an allocation of 
surplus?
(b) Assuming such a reserve to be ample in amount, in what circumstances 
would you question its protection?
Solution:
(a) As fire losses are extraneous and not operating charges, any reserve for 
possible future fire losses should be set up as appropriations of surplus, and not 
as charges against profit and loss.
(b) Even though the reserve is ample in amount, the company should not 
assume the insurance risk unless it is financially strong, and has set aside an 
ample amount of cash or marketable securities to enable it to replace any 
destroyed property without endangering its position.
No. 4 (10 points):
Define each of the following and explain how it arises:
(a) Earned surplus;
(b) Capital surplus;
(c) Surplus through appreciation.
Solution:
The following is quoted from Accounting Terminology, a preliminary report 
of a special committee on terminology of The American Institute of Account­
ants:
(a) “Surplus, Earned:
“ Definition of Earned Surplus
“ Earned surplus is the balance of the net profits, net income, and gains 
of a corporation after deducting losses and after deducting distribu­
tions to stockholders and transfers to capital-stock accounts.
“ Collateral definitions
“ Surplus consists of capital surplus and earned surplus. Capital surplus 
comprises paid-in surplus and revaluation surplus, that is, all sur­
plus other than earned surplus. Paid-in surplus is the amount 
received from the sale or exchange of capital stock in excess of its par 
or stated value; the excess of the par or stated value of capital stock 
retired over the amount paid therefor; profits on resales of treasury 
stock; and surplus arising from a recapitalization. Paid-in (or 
donated) surplus also includes donations to a corporation by its 
stockholders or others of cash, property and capital stock. Re­
valuation surplus is the appreciation recognized as arising from an 
appraisal of fixed assets.
“ Net profits, net income, and gains include profits from the disposition 
of any corporate asset (other than the corporation’s own capital 
stock), and arise from transactions resulting in the acquisition of 
cash or of property which at the time of its receipt may ordinarily be 
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classified as, or converted into, a current asset; or from transactions 
in which the consideration received includes the complete or partial 
discharge of a liability.
(b) “Surplus, Capital: Capital surplus comprises paid-in surplus, donated 
surplus and revaluation surplus—that is, surplus other than earned 
surplus; surplus not arising from profits of operation, but from such 
sources as sale of capital stock at premium, profit on dealings in a 
corporation’s own stock, donated stock, appraisal valuations and 
surplus shown by the accounts at organization.
(c) “Surplus through appreciation—“Surplus, Appraisal: The assets of an 
enterprise, especially the fixed assets, may be carried on the books 
at values far above or far below actual present values. Because of 
the general fall in the value of monetary units in recent years, assets 
purchased many years ago are often carried at values incommen­
surate with present prices. To rectify this condition it is common 
to have values fixed by appraisal. If the values so fixed exceed the 
book values and are substituted for them an apparent surplus is 
created. This is the appraisal surplus.”
No. 5 (10 points):
You are called upon to audit the books of a corporation, the assistant 
controller of which is in complete charge of all cash transactions and of the 
bookkeeping records. He has been known to you for years as a man of high 
standing and unblemished reputation, and it is through his good offices that 
the audit has been assigned to you.
Your first step is to request authority for the immediate examination of the 
cash and accounts of the individual cashiers. The assistant controller states 
that these accounts are regularly examined by himself or one of his assistants, 
that no need exists for you to examine them, and that you have his personal 
assurance that all such accounts and funds were correct at the beginning and 
the end of the period under review.
What would you do in such circumstances?
Solution:
Using all of the tact at his command, the accountant should explain to the 
assistant controller that an essential part of the engagement of auditing the 
books of the corporation is the audit of the cash and the cash accounts; that 
if these were not verified by the accountant, it would be necessary to qualify 
the certificate and/or state that fact in the report, that the accountant expects 
to find the accounts and funds to be correct; and that it would be to the ad­
vantage of the assistant controller to have an independent report confirming 
the correctness of the funds and the accounts under his control.
No. 6 (10 points):
A partner in a stock-brokerage firm, not active in the management, suspects 
his firm of conducting a “bucket-shop.” He makes an examination of the 
customers' accounts and finds them all, both long and short, amply margined. 
The market has been rising steadily for nearly a year.
He obtains a balance-sheet from the firm’s books and submits it to you for 
your advice. The balance-sheet shows the following pertinent items:
Cash................................................................................ $ 400,000
Due from customers, long............................................ 2,500,000
Due from brokers for stock borrowed....................... 25,000
Securities on hand......................................................... 75,000
Firm trading accounts, long........................................ 450,000
Due to customers, short.............................................. 375,000
Due to brokers for stock loaned................................. 150,000
Firm trading accounts, short....................................... 2,850,000
Capital, surplus, and profit and loss.......................... 75,000




If the balance-sheet which the partner obtained from the books of the stock­




Due from customers, long............................. 2,500,000
Due from brokers for stock borrowed.........  25,000
Securities on hand........................................... 75,000
Firm trading accounts, long.......................... 450,000
Due to customers, short................................ $ 375,000
Due to brokers for stock loaned................... 150,000
Firm trading accounts, short........................ 2,850,000
Capital, surplus and profit and loss............. 75,000
Totals............................................................ $3,450,000 $3,450,000
From the above it is apparent that the charges and credits to the customers’ 
accounts were offset by credits and charges to the firm trading accounts. The 
fact that no securities are shown as pledged as collateral to banks for bank 
loans would indicate that the firm did not purchase securities for its customers, 
but went “short” such stocks as were ordered through its office. The book 
entries, no doubt, were charges to the account “due from customers, long” 
and credits to “firm trading accounts, short.”
If the firm were required to cover its short sales and to purchase securities 
for delivery to its customers within the immediate future, it would appear 
from the size of the short account $2,850,000 that the partners’ equity would be 
wiped out; especially so, since the market has been rising steadily for nearly a 
year, and covering transactions would have to be made at a higher price than 
contracted for by the customers.
The partner should be informed that it is the belief of the accountant that 
the brokerage house is conducting a “bucket-shop,” that an immediate 
surprise check of the firm’s position should be made, and if the accountant’s 
judgment is confirmed, the partner should withdraw immediately, and make 
a complaint to the stock exchange authorities and the state’s attorney.
No. 7 (10 points):
In auditing the accounts of a small manufacturing company you find that 
the sales manager (who is not a stockholder) has a contract with the company 
which provides that he is to receive, in addition to a stipulated salary, a com­
mission on all the company’s sales in excess of $400,000 for the year. The 
books show net sales of $850,000. You also note that the sales manager acts 
as office manager, supervising the accounts and the granting of credits.
Under these conditions, what matters would receive your special attention 
during the audit?
Solution:
Under the conditions stated in the question, the accountant should give 
special attention to the matters of sales, receivables, and bad debts, to ascertain 
whether the amount of net sales is correct, and to determine the amount of 
the commission liability to the sales manager.
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A careful study of the contract should be made by the accountant in order 
that he may be fully conversant with its terms. Comparative tests of sales, 
cost of sales, gross profit and inventories with previous years may bring out 
important data. If a cost system is in operation, it should be tested for 
dependability, and its book inventories should be compared with the physical 
inventories of the opening and closing dates.
Sales at the beginning and at the end of the year should be verified against 
the shipping records to learn whether goods invoiced had actually been shipped 
during the current year. Receiving department records should be checked 
against the returned sales records to see whether the merchandise returned had 
been credited to the customers’ accounts and charged against sales. Allow­
ances for trade discounts, freight-out, price reductions, etc. should be analyzed 
and charged against sales. In auditing the sales account, particular attention 
should be directed to the credits posted to the account in order to eliminate 
offsetting credits for sales of assets other than merchandise, fictitious charges 
to expense, etc.
In auditing the receivables, especial attention should be directed to unpaid 
charges “skipped” by subsequent receipts, and charges only partially paid by 
recorded remittances, as these may represent invoices in dispute for over­
pricing, trade or quantity discounts, allowances, non-delivery, etc. Long past 
due accounts, and those written off to bad debts should be checked against the 
shipping and order records to determine that the sales were bona fide. The 
accountant might well point out to the officers of the corporation the ad­
vantages to be obtained in circularizing the receivables.
No. 8 (10 points):
State the scope of
(a) a detailed audit;
(b) an audit of the type commonly requested for credit purposes.
Solution:
(a) There is a wide divergence of opinion as to the scope of a detailed audit; 
some accountants hold that all of the transactions must be verified; others, 
that review and tests are sufficient. The following are quoted from a 
preliminary report of a special committee on terminology of the American 
Institute of Accountants:
“Audit, Complete: One in which the examination extends to a verifica­
tion of the details of all the books of account including subsidiary records 
and all supporting vouchers, as to mathematical accuracy, complete 
accountability and correctness of accounting principle. In modern 
practice such an examination is seldom made.”
“Audit, Detailed: This is similar to a complete audit, but usually a series 
of tests is substituted for a complete audit of every entry.
“An audit may be detailed and yet limited in scope, e. g., a cash audit.
“ The form of report will depend on the scope of the work, but, as far as the 
work goes, it will follow the corresponding portion of a report of a 
complete audit.”
(b) For credit purposes, it is suggested that the scope of the work should 
be that outlined under “Audit, detailed.”
No. 9 (10 points):
You have been engaged by a prospective purchaser to prepare a certified 




The minute-book shows that the following officers’ salaries were authorized 
for each of the years 1927, 1928 and 1929:
William Jones, president................................................. $25,000
John Smith, vice-president.............................................. 25,000
Henry Brown, secretary-treasurer................................. 25,000
An inspection of the salary cheques shows that Jones and Smith received 
$25,000 each year, respectively. The salary cheques of Brown show that he 
received $416.67 each month, and that at the end of each year he received two 
cheques of $10,000 each which he endorsed to Jones and Smith respectively. 
Questioned, Brown readily admits that his actual salary was only $5,000 a year 
although he had reported it as $25,000 in his individual returns, but that Jones 
and Smith had reimbursed him for the income tax he had paid on income 
over $5,000.
You call the three officers together and at the conference learn that the pro­
cedure outlined above had been adopted in all good faith, on the advice of a 
public accountant, as a legitimate means of reducing the income taxes of the 
corporation; that by reimbursing Brown for his income tax Jones and Smith 
have, indirectly at least, paid what was due the government on the additional 
amounts they received through Brown; and that anyway the returns of the 
corporation and of the three individuals, who incidentally own all the stock, 
have been investigated by an internal-revenue agent and agreements of final 
determination have been executed under section 606 of the revenue act of 1928 
for the three years 1927-29, although it is admitted that the agent did not 
discover the facts about Brown’s salary.
On being informed of the serious position in which they stand, the officers ask 
your advice with respect to past returns of the corporation and of the 
individuals.
(a) Does the above situation affect the balance-sheet you are preparing? 
If so, how will you show it?
(b) What advice would you give the officers?
Solution:
(a) Under regulations 74, article 126, of the act of 1928, the corporation is 
permitted to deduct “a reasonable allowance for salaries or other compensation 
for personal services actually rendered. The test of deductibility in the case 
of compensation payments is whether they are reasonable and are in fact pay­
ments purely for services.” The question of what is reasonable compensation 
depends upon the facts in each case. The voting of the salaries by the board 
of directors is not conclusive.
In the case in point, it appears that the commissioner of internal revenue, 
if the facts were fully known, would disallow as a deduction the payment of 
$20,000 made to Brown as ‘‘compensation for personal services actually ren­
dered,” for the years 1927, 1928 and 1929. Even though an agreement of 
final determination had been executed, the commissioner may reopen the case 
upon the basis of the misrepresentation of fact. Hence, the corporation is 
liable for additional possible assessments, as follows:
Deduction
Year disallowable Rate Tax
1927................................................. $20,000.00 13½% $2,700.00
1928................................................. 20,000.00 12 2,400.00
1929................................................. 20,000.00 11 2,200.00
Totals..................................... $60,000.00 $7,300.00
In addition to the above, interest of approximately $800 has accrued at 
December 31, 1930.
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A reserve for additional income taxes and interest of $8,100 should be shown 
in the balance-sheet, just above the net worth section.
(b) The accountant should advise the officers to authorize him to represent 
them and the corporation in the matter. With this authority, the accountant 
should fully explain the facts to the internal revenue agent, or the collector of 
internal revenue, and should file amended returns for the years involved for 
the corporation and the individuals. The department may permit the receipt 
of the $10,000 per year by Jones and Smith to be reported as dividends, subject 
only to surtax, and may not assess any penalties against the corporation or 
the individuals.
No. 10 (10 points):
State briefly the method of verifying the income from bonds and stocks in 
an investment-trust company.
Solution:
In the audit of the securities, the accountant should prepare an analysis of 
the security ledger, showing the dates of purchase and sale, description, num­
ber of shares of stock or par value of bonds, dividend and interest date, etc., 
of the various investments owned during the period.
The dividend and interest record should be checked against the official list of 
dividends declared and interest paid, and against the analysis of the securities 
account to determine that all dividends and interest due the company for the 
period of ownership of the securities have been accounted for. The receipts 
of this income should also be traced through the cash receipts record to the 
bank statement to learn if the cash had actually been deposited to the credit 
of the company.
Another Solution of Institute Question
Referring to question No. 5 of the American Institute of Accountants’ 
examination for May, 1930, I note a solution offered in the Student's Depart­
ment of your October issue. It does not seem to me that this solution is 




Accounting Theory and Practice—Part II
May 16, 1930, 1 P. M. to 6 P. M.
No. 5 (17 points):
Your examination of the accounts of the Smithtown Home for Children 
discloses the following:
The home was founded on January 1, 1930, by two men who contributed as 
follows: mortgages, $100,000; bonds valued at $200,000; land valued at $75,000; 
buildings and equipment valued at $120,000 and cash $20,000 for general 
purposes.
According to the trustees’ minutes, the following funds were established: 
Smith endowment fund, $150,000, and Taylor endowment fund, $150,000, 
representing investments in mortgages and bonds, the income therefrom to be 
used for general purposes; property and equipment fund, representing the 
property and equipment of the institution, and general fund, representing the 
general funds of the institution.
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The following transactions were recorded in the cashbook during the three 
months ended March 31, 1930:
Receipts: 
Original contribution for general purposes............. $20,000
Mortgage principal......................................................... 10,000
Donation for improvements to buildings.................... 15,000
Donation for painting and repairs to buildings.........  5,000
Bond interest................................................................... 2,500
Mortgage interest........................................................... 2,500
Board and maintenance of children............................. 5,000
---------- $60,000
Payments: 
Ice plant....................................................................... $ 5,000
Petty cash fund............................................................... 100
Board and maintenance of children............................. 17,900
General and administrative expenses.......................... 2,000 25,000
Balance—March 31, 1931.......................................... $35,000
At March 31, 1930, bond interest due and uncollected amounted to $500; 
uncollected charges for board and maintenance of children $6,000; unpaid bills 
for general expenses $500 and for board and maintenance of children $500.
In accordance with the above information, prepare a balance-sheet as at 
March 31, 1930, and a statement of income collectable and expenditures for 
the three months ended that date.
Solution:
(1) Statement of income and expense 










Surplus for period $20,600
















Investments......... 290,000 $300,000 Principal..........  $300,000
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Plant fund
Cash................ ... $10,000 Surplus:
Buildings........ . . . 125,000 $135,000 Unexpended. .
Invested in 
plant.......
. $ 10,000
. 125,000 $135,000
$456,600 $456,600
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